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Preface 



leral student loans provide borrowers with options to modify the terms of those loans 
after origination. One option allows borrowers to consolidate their loans, combining individ- 
ual loans into a single obligation and converting from a variable interest rate to a fixed rate 




that is based on a short-term interest rate. Under that consolidation option, borrowers also 
have more flexibility to extend the term to maturity of their loans. 

The option to convert a variable-rate loan into a fixed-rate loan at the prevailing variable rate 
conveys a substantial benefit to borrowers and imposes a corresponding cost on the govern- 
ment and taxpayers, which is difficult to assess using conventional budgeting techniques. This 
paper — prepared in response to a request from the Honorable Jim Nussle, Chairman of the 
House Budget Committee, and the Honorable John Boehner, former Chairman of the House 
Education and the Workforce Committee — uses options-pricing methods to estimate the cost 
of the consolidation option. In keeping with CBO’s mandate to provide objective, impartial 
analysis, the report makes no recommendations. 

Steven Weinberg and Damien Moore prepared the paper under the supervision of Robert 
Dennis and Marvin Phaup. Nabeel Alsalam, Chad Chirico, Paul Cullinan, Deborah Kalcevic, 
Angelo Mascaro, Bill Randolph, and Judy Ruud of CBO offered many helpful comments. 
Deborah Lucas of Northwestern University and the National Bureau of Economic Research 
reviewed several drafts of the paper and provided valuable suggestions. Will Melick of Kenyon 
College also provided beneficial comments. (The assistance of external reviewers implies no 
responsibility for the final product, which rests solely with CBO.) 

Christine Bogusz edited the paper, and John Skeen proofread it. Maureen Costantino pre- 
pared the report for publication and designed the cover, and Lenny Skutnik printed copies of 



the paper. 
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Summary 



federal government’s student loan programs for 
higher education convey substantial financial benefits to 
borrowers because of their broad availability and favor- 
able terms. They offer: 

■ Interest rates that are independent of a borrower’s 
credit status and typically several percentage points 
below those on purely private loans; 

■ Deferred repayment of the debt while the borrower is 
in school; and 

■ An option to convert from a variable interest rate to a 
fixed interest rate, usually on more favorable terms 
and with a longer period until maturity. 

Of the various provisions included in a federal student 
loan contract, the option to consolidate individual loans 
contributes greatly to a borrower’s benefits and the cost of 
the program to the government and taxpayers. Most of 
the benefit comes from the fact that consolidation allows 
a borrower to convert loans with variable interest rates 
(which will not be issued after June 30, 2006) into one 
loan with a long-term fixed rate at the currently prevail- 
ing variable rate, which is linked to short-term market 
rates. Borrowers can choose when to consolidate, and 
they tend to do so when market conditions allow them to 
lock in long-term loans at the lowest interest rates. 

The magnitude of the benefits from consolidation varies 
significantly across time and among borrowers. Generally, 
benefits are realized disproportionately by borrowers who 
consolidate during periods when short-term interest rates 
are low and long-term interest rates are higher. For exam- 
ple, the benefit to borrowers averaged $26 per $ 1 00 in 
principal for loans consolidated in the 2004 program 
year, whereas for loans consolidated in 2000, the average 
benefit was only $2 per $100 in principal. 1 Benefits are 
also relatively greater for borrowers with the largest loan 



balances (usually borrowers with professional degrees), 
because the maximum extension of the loan’s term to 
maturity increases with the size of the loan. Benefits are 
also relatively high for borrowers with poor credit ratings, 
who might not be able to obtain a loan in the private 
market or who would pay higher interest and fees for a 
loan without a federal guarantee. 

The government’s costs increase when borrowers consoli- 
date their loans because the resulting fixed-interest-rate 
loan is usually more deeply subsidized than the original 
variable-rate loans it replaces. The Congressional Budget 
Office (CBO) estimates that the present value of the cost 
of the consolidation option has averaged $4.60 per $100 
of loans originated. 2 That is, the option to consolidate 
has cost the government (and benefited borrowers) about 
the same amount as forgiving the repayment of nearly 5 
percent of borrowers’ loan principal. Today’s relatively 
small difference between long- and short-term interest 
rates implies that if the rules in effect before July 2006 
continued, the prospective cost of the consolidation op- 
tion would be lower than that historic average. In CBO’s 
estimation, the average cost of the option for the 2006- 



1. Those estimates are for the value of loans consolidated in 2004 and 
2000, not the value of the option for loans originated in those 
years. The latter is the estimate recognized for Congressional 
scorekeeping purposes according to provisions of the Federal 
Credit Reform Act. 

2. That estimate is based on the behavior of interest rates over the 
past 20 years and the terms of consolidation in effect since 1998. 
The cost of the option to consolidate is the difference in the 
present value of the government’s cash flows with and without the 
option to consolidate. Consolidation is not the only means avail- 
able to borrowers to extend the term of their loans, and many bor- 
rowers would extend the term even if consolidation was not 
available. Thus, the cost of consolidation excludes the cost of any 
term extension that would have occurred without the consolida- 
tion option. 
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2015 period would be about $1.50 per $100 of the prin- 
cipal amount. 

The changes scheduled to take effect in July 2006 funda- 
mentally change the terms of the student loan program, 
fixing the interest rate on original and consolidated loans 
at 6.8 percent and 6.875 percent, respectively. Those 
changes eliminate the possibility of consolidating at a rate 
below 6.875 percent. Under the rules in effect after July 
2006, the average cost of consolidation for the 2006- 
2015 period will be about 40 cents per $100 of loans 
originated, CBO estimates. One important reason for 
the sharp reduction in cost is that consolidation provides 
few benefits to borrowers eligible to increase their loan 
maturity through the extension provision of their existing 
loans. 3 

Other implications of this analysis include the following: 

3. That estimate assumes that borrowers who consolidated their 
loans were not eligible to extend the loans’ term to maturity under 
any other provisions. 



■ Changing loan terms to reduce (or increase) the cost 
of a single feature of a program may have the opposite 
effect on the program’s total costs. For example, the 
change from a variable interest rate to a fixed rate re- 
duces the cost of consolidation, but it may increase the 
overall cost of the student loan program. 

■ Changing the interest rate on consolidated loans to 
one that matched the market rate on loans with the 
same term to maturity would reduce both the cost of 
consolidation and the program’s total costs. 

■ Ending both the option to consolidate and the right to 
extend terms under other provisions of a loan would 
reduce costs more than ending only the consolidation 
option. 

Lawmakers have frequently adjusted the terms of the stu- 
dent loan program. The analysis in this paper illustrates 
the financial costs to the government that would result 
from policy alternatives that have existed or been consid- 
ered in the past. It also applies to options that might 
be considered by the Congress for use in other credit 
programs. 
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A 

^^^^^lmost all new government loans to assist stu- 
dents in paying for higher education are Stafford loans, 
either made directly by the government under the Federal 
Direct Student Loan (FDSL) Program or made by private 
lenders and guaranteed by the Department of Education 
under the Federal Family Education Loan (FFEL) Pro- 
gram. 1 Under terms in effect through June 2006, Stafford 
loans carry a variable interest rate that is adjusted annu- 
ally at the beginning of July. That variable rate is the in- 
terest rate on the three-month Treasury bill (based on 
the last Treasury auction in May) plus a markup. The 
markup is 1.7 percentage points while the borrower is in 
school, in a six-month grace period after leaving school, 
and in periods of deferment and 2.3 percentage points for 
the remaining life of the loan. The interest rate borrowers 
pay is capped at 8.25 percent. Borrowers typically decide 
whether to consolidate their loans soon after they have 
finished their education. By consolidating, borrowers 
combine their variable-rate loans taken out in different 
years into a fixed-rate loan at the current variable rate. 

Private lenders offer terms that are substantially less favor- 
able than those on Stafford loans. In the private market, 
lenders typically charge a variable interest rate that is 2 to 
3 percentage points higher than that on Stafford loans, 
and the interest rate is not capped. In addition, private 
lenders have more restrictive policies on loan deferments 
and forbearance. 

For Stafford loans, borrowers pay less than the govern- 
ment’s cost of their loans. In general, the subsidy stems 



1 . See Congressional Budget Office, Private and Public Contributions 
to Financing College Education (January 2004). For a more 

detailed description of the student loan programs, see Congres- 
sional Budget Office, Subsidy Estimates for Guaranteed and Direct 
Student Loans (November 2005). 



from the fact that the interest rate and fees charged by the 
government are insufficient to cover the costs of late pay- 
ments, defaults, market risk, loan servicing, and the col- 
lection of bad debts. 2 

Like Stafford loans, Parent Loans for Undergraduate 
Students (PLUS) are offered by guaranteed lenders as well 
as directly by the federal government. Such loans (under 
terms prevailing through June 2006) are variable-rate 
loans with the borrower’s interest rate set at the three- 
month Treasury bill rate plus a markup of 3. 1 percentage 
points. The variable rate is capped at 9 percent. PLUS 
borrowers also have an option to consolidate their loans. 
Although the estimates in this paper are restricted to the 
consolidation option in the Stafford program, the analysis 
also applies to the PLUS program. 

The division of activities between the government and 
guaranteed lenders differs substantially for the direct 
and guaranteed loan programs. Under the direct-lending 
program, the government disburses loan principal and 
receives repayments from borrowers. The government 
also incurs all administrative costs, including those for 
servicing and collection, and receives cash from recoveries 
on defaulted loans. Under the FFEL guaranteed program, 
lenders are responsible for financing, originating, and 
servicing the loans. The government makes periodic 
special-allowance payments (SAPs) to lenders to supple- 
ment payments received from borrowers, and it assumes 
almost the entire cost of guaranteed loans that default. 



2. A subsidy is also given for so-called unsubsidized Stafford loans. 
Unsubsidized in that case means only that the borrower is respon- 
sible for repaying the interest that accrues on the loans while he or 
she is in school. But the interest rate itself is a below-market, sub- 
sidized rate. 




